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Sofronis Clerides May 15, 2014 

Cyprus has entered the second year of the post-haircut era. One year ago the 
outlook for the Cypriot economy was extremely bleak. What a difference a 
year makes. True, unemployment is very high and the economy is still in 
recession, but it has shown remarkable resilience, to the surprise of pretty 
much everyone. There are indications that the economic cycle may be 
bottoming out soon and that Cyprus will begin to emerge from the recession 
in the next year. The question now is not so much about when the economy 
will return to growth but about the nature of that growth. The big concern is 
that the liquidity crunch will constrain growth and Cyprus will crawl along 
with shallow growth for years.  

We will talk more on the prospects of the economy later on. For now I would 
like to make a few observations about the causes of the crisis and what we 
need to do differently in the future.  

1. The root cause of the crisis was excessive capital inflows. It is important 
that we understand and remember that. Excessive capital inflows provided 
huge amounts of liquidity to the banking system. This led to excessive 
lending, especially in the construction sector, and created a real estate 
bubble. It also financed general over-consumption, the overseas expansion 
of banks, and the purchases of Greek bonds.  

[One could argue that all this could have been prevented with proper management and 
regulation. This is unlikely, as witnessed by the number of countries that fell into the 
same trap. During the euphoria created by bubbles, self-control is hard. It is more 
prudent to be pre-emptive by containing capital inflows and having strict rules 
regarding bank balance sheets to avoid excessive risk-taking and the buildup of asset 
bubbles. Excess liquidity is the root of most evil.] 

Lesson #1: hot money must be heavily regulated. If it cannot be managed, 
it should stay out. 

Lesson #2: construction-led growth is not healthy.  
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2. Some of those capital inflows were of dubious origin. This gave Cyprus a 
bad name. Even though things have improved much since the 90s, the 
stigma remains and Cyprus paid a heavy price for it. We must work to 
clear our name and the way to do that is to enforce the rules better than 
anyone else.  

3. The magnitude of the crisis was amplified by colossal failures of our 
political system and institutions. There is a very large body of economic 
research highlighting the importance of institutions in creating sustainable 
and balanced growth. In principle we have most of the necessary 
institutions (court system, Central Bank, SEC, Competition Commission, 
sectoral regulators) but in practice they do not perform as they should.  

Improving our institutions should be a top priority. Institutions should 
be independent. But independence does not mean that they operate in a 
bubble. They should be independent from political interference but should 
be accountable for their actions. Proper staffing of institutions is critical. 
Appointments should not up to the Ministerial Council (read: President). 
They could be taken over by an independent body. I recognize the 
cyclicality of appointing an independent body to appoint independent 
bodies, but it would be a step in the right direction.  

4. Perhaps the biggest challenge (other than the banking system) is public 
sector reform. The public sector has become too large and unwieldy and is 
often a hindrance to growth rather than facilitating it. The quality of public 
services is mediocre and must be improved. (Enforcement of contracts, 
registration of property, construction permits, etc.) 

5. The private sector also has its share of challenges. Business services and 
tourism are going to be pillars of the economy, but we need to diversify. 
Cyprus scores poorly on indicators like corporate governance, on the use 
of professional management, on attracting and rewarding talent.  

Turn to technology and innovation. Some people think that we are too 
small for innovation. That's just wrong. Innovation does not require scale. 
Most drastic innovations are done by small start-ups. Israel, Finland, 
Estonia (population: 1,3 million). The success of the pharmaceutical 
industry is evidence that innovation is possible in Cyprus. 
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Challenge for the private sector to move beyond the traditional areas of 
retail and real estate and look to invest in new, cutting-edge sectors that 
will increase productivity, create high-quality jobs and expand Cyprus’ 
export base. 

6. Aim to attract investment in these areas. Too much focus on attracting 
investments in real estate. This is the easy way out, but it does not bring 
many long-run benefits. We need to attract productive investments that 
create capital and increase productivity. This is where the real benefits will 
come from. 

 


